I Introduction
Are bank-based or market-based financial systems better for promoting long-run economic growth? A series of recent papers finds that the structure of the system is irrelevant. Neither type is more effective than the other at promoting growth; what matters is the financial system's overall level of development (see, for example, Rajan and Zingales, 1998a; LaPorta et al., 2000; Beck et al., 2000; Levine et al., 2000; Beck et al., 2001; Levine, 2002) . The evidence I provide in this paper contradicts the first observation. I find that after controlling for the effect of overall financial development on growth, the structure of the financial system still matters; when countries have flexible judicial systems, which can adapt laws to changing economic conditions, markets are better than banks in promoting long-run economic growth. In inflexible systems, the advantage of markets disappears.
So, there is a discrepancy with the earlier studies because I factor in judicial flexibility. Beck et al. (2003) show that legal origin matters in financial development because legal traditions differ in their ability to adapt. This appears to be the most economically meaningful factor that sets legal traditions apart -compared to the differences in property rights protection. Ergungor (2003) shows that in civil-law countries where judges lack interpretive flexibility (i.e., the ability to adapt by interpreting the laws and creating new rules), financial systems are bank-oriented. The reason is that in inflexible judicial systems, the risk of an unfair verdict makes the writing of one-time bilateral (market) contracts problematic. Banks emerge in civil-law countries as institutions that can resolve conflicts using their market power and enforce contracts without court intervention.
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Based on these observations, I argue in this paper that in an inflexible judicial environment, banks' vital role in the economy as contract enforcers makes them an important engine for economic growth. In other words, the positive influence of markets on growth disappears in these economies because banks assume additional roles to compensate for the inflexibility of the judicial system. As flexibility increases, this role becomes less critical and the advantage of a market-based system becomes apparent. This paper also investigates the channels through which judicial flexibility and financial structure influence output growth; namely the growth of the capital stock and productivity. I find that the main channel linking judicial flexibility and output growth runs through the growth of the capital stock. A flexible judicial system together with a market-oriented financial system induces more capital-intensive investment. Although the connection between liquid markets and a high rate of capital stock growth is wellestablished (see, for example, Levine and Zervos, 1998) , the observation that markets are better than banks only in flexible judicial environments is new.
The rest of the paper is organized as follows. Section II describes the data. Section 1 Also see Rajan and Zingales (1998b) , LaPorta et al. (2000) , Johnson et al. (2000) , and Egli et al. (2001) . The source of the civil-law courts' inflexibility is deeply rooted in history. See, for example, Glaeser and Shleifer (2002) , Ergungor (2003) and Beck et al. (2003) for the historical background.
II Data and Method
I estimate a model that expresses real per capita GDP growth (Growth), the growth rate of the per capita capital stock (Cap Growth) and productivity growth (Prod Growth) as a function of overall financial development measured by the activity of markets and banks (Fin Dev ).
2 I also include the structure financial system, which is measured by the activity of markets relative to banks (Fin Str ; higher values indicate more dominant markets), the flexibility of the judicial system (Flexibility), and a number of economic, social, and political factors listed in Table 1 . Simple correlations are presented in Table   2 .
I use two estimation techniques. The first is ordinary least squares using White's heteroscedasticity-robust standard errors. The regression is of the form:
2 I study the growth rate of per capita GDP in the 1980-1995 period. Using a longer time horizon such as 1960-1995 does not have any material effect on the results. To obtain productivity growth, Levine and Zervos (1998) let per capita output growth equal κ(per capita capital stock growth)+(productivity growth). After obtaining output and capital stock growth data, they set the capital share parameter equal to 1/3 and compute productivity growth as a residual. It is a reasonable measure given the large number of countries and I use it in this paper.
As Beck et al. (2001) and Levine (2002) point out, pure size of the financial system is not a robust predictor of growth. It is the liquidity that matters. That is why I use an activity measure that includes total value traded in the stock market rather than a size measure that would include market capitalization (see Table 1 for more details).
Flexibility captures how much flexibility judges have in their decision making. It is calculated as one minus the "Legal Justification" index developed by Djankov et al. (2003) that measures the level of legal justification required in the legal process.
3 If complaints and/or rulings must be justified by statutory law, the legal system has low
Flexibility. The intuition is that the requirement to explain the ruling with reference
to the word of law shows how difficult it is for the court system to move beyond the law and adapt itself to changing conditions without legislative action. Also, if the legal system forbids the judge to justify her judgment in equity, the system has low Flexibility (equity is justice given according to the judge's conscience; see Mattei, 2000) .
Justification" has also been used by Beck et al. (2003) as a measure of "inflexibility".
I change it to a "flexibility" measure by subtracting it from one.
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The interaction term explains how judicial flexibility influences the effect of financial Table 1 for a more detailed definition and Table 3 for country values.
5 I do this conversion because I prefer to talk in terms of flexibility rather than inflexibility. It has no impact on the results.
system structure on growth. Bank (relationship)-based systems are superior to marketbased systems in economies where courts' extreme obedience to the word of law leads to unfair rulings and increases contracting costs for individual investors. So, I expect to see a relatively less significant role for markets in countries where equity is not allowed to be the basis of judgment. In other words, I expect β str×f lex to be positive. Note that I include in the analysis a measure of each country's rule of law tradition (Law ) as well as the integrity of its judicial system (Jud Efficiency) to make sure that Flexibility is not simply capturing the efficiency of the legal environment.
My second estimation technique controls for potential simultaneity. The first stage consists of estimating the predicted values for Fin Dev and Fin Str. I follow the three steps described below to obtain the predicted values:
1. For each variable, I choose the instruments that have the greatest explanatory power measured by Adjusted R-square. This approach allows me to explain the variability of the endogenous variables to the greatest extent possible. This is important, as the predicted values are used as regressors in the next stage.
• The set that best explains Fin Dev, X 1 , consists of Shareholder, GDP, Government, Inflation, ∆Inflation, Ethnic, Creditor, BlackMarket, and Common
• The set that best explains Fin Str, X 2 , consists of Assassination, GDP, Government, Inflation, ∆Inflation, School, BlackMarket, Trade, and Common 2. Using a Chow-test, Ergungor (2003) finds that common-law and civil-law countries have different economic environments, where some economic and political factors have dissimilar effects on the financial system. I run a Chow-test to control for this possibility. Note that in the following regressions, X 1 and X 2 do not contain 'Common'.
• I estimate
where Civil is one minus Common. Then, I test the restriction β 1,CO − β 1,CI = 0. The restriction is rejected at 1 percent.
Then, I test the restriction β 2,CO − β 2,CI = 0. The restriction is rejected at 1 percent.
3. Because both restrictions are rejected in step 2, I use the predicted values from that step, F in Dev and F in Str, in the growth regression.
The growth regression is again of the form:
where X 3 contains initial per capita GDP, schooling (investment in human capital), and a standard set of identifying variables (see below). As before, I expect β str×f lex to be positive. ). The surprising result is that when I control for the structure of the financial system, the importance of overall development disappears.
III Results
Keeping the level of judicial flexibility constant at 0.33 (lowest level of flexibility in the high-flexibility sample; see Table 3 ), a one standard deviation increase in the relative market activity (1.2) adds 1.4 percentage points -significant at 5 percentto the annual growth rate of the real per capita GDP using the largest estimate in [5] .
This corresponds to 85 percent of the mean growth rate in the sample. However, a low level of flexibility (Flexibility=0) destroys the positive impact of more active markets and creates an environment in which financial system structure is irrelevant. In other words, banks assume a greater role in the economy as courts become less flexible and overshadow the markets.
Yet one must be cautious in interpreting the OLS results because they do not take simultaneity into consideration. In Table 5 Even when I use the smallest estimate in [11], the effect is still positive (0.64) and significant.
In Table 6 , I analyze the channels that link flexibility and financial structure to output growth. There are four crucial observations. First, overall financial development matters for capital stock growth but not for productivity growth. Because of the low capital share parameter (1/3), the positive effect of development disappears in the output-growth regressions. Second, in an inflexible judicial environment (Flexibility=0), the negative estimate for β F in Str indicates that bank-oriented systems are robustly associated with high levels of capital stock growth. As flexibility increases, however, the positive β F in Str×F lexibility suggests that financial systems dominated by liquid markets induce more capital-intensive investment. Third, judicial flexibility is robustly correlated with capital stock growth. Fourth, neither flexibility nor its interac-tion with financial structure matters for productivity growth. Markets are clearly better than banks in promoting higher-return projects that stimulate productivity growth.
As a final note, I ran influence diagnostics to make sure that a small number of observations do not have a large influence on the parameter estimates (available upon request). Deleting odd countries such as Ghana and Trinidad and Tobago (extremely high flexibility values) does not alter the results. The conclusions are not driven by influential observations.
IV Conclusion
This paper finetunes the standard growth model commonly used in the literature. I use a conditioning variable set that accounts for various political, economic, and social factors, particularly the flexibility of judicial decision making.
The results contrast sharply with those in earlier papers. Financial system structure matters for economic growth. Markets are better than banks in stimulating the economy in countries with flexible judicial systems. In fact, the importance of financial structure overwhelms the importance of overall financial development in output growth regressions. Although financial development still has a positive and significant impact on capital stock growth, productivity seems to be influenced only by the structure of the financial system. Same as above.
Fin Dev Measure of the activity of stock markets and banks. It equals the logarithm of the value of domestic equities traded on domestic exchanges divided by GDP times the value of bank credits to the private sector divided by GDP.
Same as above.
Fin Str Measure of the activity of stock markets relative to that of banks. It equals the logarithm of the value of domestic equities traded on domestic exchanges divided by the value of deposit money bank credits to the private sector.
Flexibility
Average of six dummies that indicate whether or not the complaint and ruling must be legally justified and whether the ruling must be founded on the law rather than general equity arguments in disputes related to the eviction of a tenant and check collection. It is defined as one minus the "Legal Justification" variable in Djankov et al. (2003) . Higher values indicate more emphasis on equity rather than law, which means more flexibility.
Djankov et al. Heteroscedasticity-robust standard errors in parentheses. * * * Significant at 1 percent * * Significant at 5 percent * Significant at 10 percent Heteroscedasticity-robust standard errors in parentheses. * * * Significant at 1 percent * * Significant at 5 percent * Significant at 10 percent 
